
Depreciation and Amortization Expense

Depreciation and amortization expense increased to $78.4 million for 1996 from $37.8 million for 1995. an
increase of $40.6 million, or 107%. This increase is primarily attributable to increased depreciation associated
with the expansion of the local telecommunications networks throughout the country and increased amortization
of goodwill related to various 1996 acquisitions. On a pro forma basis. depreciation and amortization expense.
which included depreciation and amortization of the Local Market Partnerships, increased to $96.3 million for
1996 from $62.8 million for 1995, an increase of $33.5 million. or 53%.

Interest Income

Interest income increased to $30.2 million for 1996 from $4.1 million for 1995. an increase of $26.1 million.
This increase is attributable to interest earned on the cash and cash equivalents and marketable securities that
resulted from the proceeds of the 1996 Offerings.

Interest Expense

Interest expense increased to $73.6 million for 1996 from $23.3 million for 1995, an increase of $50.3
million. This increase resulted from interest on the Company's Senior Notes. Senior Discount Notes. and the
TCI Subordinated Note. offset by the absence of approximately six months of interest associated with the
Revolving Credit Agreement and borrowings under a loan agreement from the Cable Stockholders for the year
ended December 31, 1996.

Equity in Losses of Unconsolidated Affiliates

Equity in losses of unconsolidated affiliates decreased to $19.4 million for 1996 from $19.5 million for
1995. a decrease of $0.1 million. This decrease resulted from the consolidation of the Local Market Partnerships
in June 1996, offset by greater losses in 1996 versus 1995.

Income Taxes

In 1996 and 1995, TCG generated net operating losses and. accordingly, incurred a net tax benefit. In
accordance with Statement of Financial Accounting Standards ("SFAS") No. 109. "Accounting for Income
Taxes." such tax benefit was fully offset. each year. by a valuation allowance. Both the 1996 and 1995 provisions
for Income taxes resulted from state income taxes wht.'re TCG is required to file separate state income tax returns.

At December 31, 1996. TCG had operating loss carry-forwards for tax purposes of approximately $170.5
million. expiring principally In 2009 through 2012.

Net Loss

The Company's results for 1996 reflected J net loss of S114.9 million, compared to a net loss of $53.8
million for 1995. an increase of S61.] million Thi, Increase in net loss is attributable to the factors discussed
above. On a pro forma basis. net loss Increa,t.'d In 512fln million for 1996 from $67.6 million for 1995. an
Increase of $59.0 million.

Liquidity and Capital Resources

As of December 31. 1997. TCG had total assets of approximately $2.5 billion. an increase of approximately
$400.0 million from $2.] billion as of December 31. 1996. The Company's current assets of $600.2 million as of
December 3 J. 1997. exceeded current liabilities of $375.3 million. providing working capital of $224.9 million.
Network and equipment. net of depreciation as of December 3 I. 1997, aggregated approximately $ 1.5 billion.

Net cash provided by financing activities for the years ended December 31. 1997 and 1996 was $258.6
million and $1.1 billion, respectively. Cash flows from financing activities for 1997 consisted primarily of
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for 1996 from $184:9 million for 1995. an increase of $98.5 million. or 53%. This growth in revenues is a direct
result of increased market penetration of all telecommunications services offered in existing markets and the
addition of new markets. On a pro forma basis. annualized monthly recurring revenue increased to approximately
$329.0 million for December 1996 from $211.1 million for December 1995. an increase of $117.9 million, or
56%. Monthly recurring revenue represents monthly service charges billable to telecommunications services
customers for the month indicated, but excludes non-recurring revenues for certain one-time services. such as

installation fees or equipment charges.

On a pro forma basis. switched services revenue increased to $113.0 million for 1996 from $63.9 million
for 1995, an increase of $49.1 million, or 77%. The increase is due primarily to: increases in switched, local and
toll services revenue; long distance carrier access usage volumes; and sales of additional enhanced switched
services products to customers in existing and new markets. On a pro forma basis. dedicated services revenue
increased to $161.7 million for 1996 from $116.5 million, which included $1.7 million in data services products
for 1995, an increase of $45.2 million, or 39%.

Management and royalty fees from Local Market Partnerships decreased to $22.8 million for 1996, a
decrease of $8.7 million, or 28%, from $31.5 million for 1995. Management fees are directly related to operating
and administrative. support services provided by TCG to the former Local Market Partnerships. The royalty fees
were charged to the Local Market Partnerships based on revenue. As a result of the TCG Reorganization,
management and royalty fees from the Local Market Partnerships are no longer reflected as revenue beginning
July I, 1996, due to the consolidation of the Local Market Partnerships.

Operating Expenses

Operating expenses increased to $157.6 million for 1996 from $93.1 million for 1995. an increase of $64.5
million, or 69%. This increase is primarily attributable to costs associated with the expansion of networks
throughout the country, including technical personnel costs and access, rights-of-way, node, rent and maintenance
expenses. The increase in operating expenses is also attributable to the access and maintenance expenses
associated with the growth of switched services in existing markets and the expansion into new markets. On a pro
forma basis, operating expenses. which included expenses generated by the Local Market Partnerships, increased
to 5172.4 million for 1996 from $112.6 million for 1995. an increase of $59.8 million. or 53%.

Selling. Geneml and Administrative Expenses

Selling. general and administrative expenses increased to $85.0 million for 1996 from $50.5 million for
199.". an increase of 53-4.5 million. or 680C. This increase is a result of the continued expansion of network
infrastructure to support continued expansion of the Company's networks. including costs associated with
sen'icing the increased number of both dedicated and switched services customers. These costs include expenses
related to compensation. occupancy. insurance and profeSSIOnal fees. On a pro forma basis, selling. general and
admmistrative expenses which included expenses generated by the Local Market Partnerships, increased to $98.4
mIllion for 1996 from $71.7 million for 1995. an increase of $26.7 million, or 37%.

EBITD:'!

EBITDA mcreased to $25.[ million for 1996 from 522.6 million for 1995. an increase of $2.5 million. This
Increase is primarily attributable to increases in dedicated and switched revenues. Additionally, on a pro forma
baSIS. TCG has reduced its operating and administrative expenses. as a percentage of revenues, primarily by
obtaining lower unit access costs through negotiation of. and participation in, regulatory proceedings relating to
vanous Interwnnection and reciprocal agreements with lLECs across the country, and by obtaining greater
eftiClencle, through automation. On a pro forma basis. EBITDA increased to $12.6 million for 1996 from 50.6
million for 1995. an Increase of $ I2.0 million. The Local Market Partnerships are included in the pro forma
financial data as a result of the TCG Reorganization
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Interest Expense

Interest expense increased to $116.2 million for 1997 from $73.6 million for 1996. an increase of $42.6
million. This increase resulted from interest on the Company's Senior Notes. Senior Discount Notes and the TCI
SubOrdinated Note. The TCI Subordinated Note was repaid on December 31, 1997. at a discounted value of
$25.1 million. In 1996, TCG recorded interest on the Revolving Credit Agreement and borrowings under the
loan facility with the Cable Stockholders. Pursuant to the TCG Reorganization, TCG no longer had these debts,
and therefore. no interest expense was recorded in 1997. Offsetting this decrease is the interest expense recorded
on the bank debt which TCG assumed in the acquisition of ETC.

Equity in Losses of Unconsolidated Affiliates

Equity in losses of unconsolidated affiliates decreased to $3.4 million for 1997 from $19.4 million for 1996,
or a decrease of $16.0 million. This decrease resulted primarily from the consolidation of the Local Market
Partnerships and ETC.

Income Taxes

In 1997 and 1996, TCG generated net operating losses and. accordingly, incurred a net tax benefit. In
accordance with Statement of Financial Accounting Standards ("SFAS") No. 109. "Accounting for Income
Taxes," such tax benefit was fully offset, each year. by a valuation allowance. Both the 1997 and 1996 provisions
for income taxes resulted from state income taxes where TCG is required to file separate state income tax returns.

At December 31. 1997, TCG had operating loss carry-forwards for tax purposes of approximately $523.0
million. expiring principally in 2003 through 2013. Approximately $49.0 million of the net operating loss
carryforward relates to the acquisitions of BizTel and ETC.

Net Loss

The Company's results for 1997 reflected a net loss of $222.7 million, compared to a net loss of $114.9
million for 1996. or an increase of $107.8 million. This increase in net loss is attributable to the factors discussed
aoo\e. Net loss increased to $222.7 million for 1997 from $126.6 million on a pro forma basis for 1996. or an
Increase of 596.1 million.

Year Ended December 31, 1996 Compared to Year Ended December 31. 1995

Rf'j·('l1l1C.I

TOlal rnenues increased to 5267.7 million for 19% from 5166.2 million for 1995. representing an increase
u! SIOI.:" millIOn. or fll e; Telecommunication, SCf\IL-eS revenue increased to 5244.9 million for 1996 from
513-1.7 millIon for 1995. an InCfCa,e of SIIO.2 mJilion. or 82Cfi:. Revenue increased in every category, most
S1gnltll'antly in ,witched sen Ice,. The,e mcrca,cs reflect mcrea,ed sales of services in existing and new markets
anJ lhc growth of TCG's customer ba,e.

Dunng 1996. TCG expanded its dedicated ,ef\·H.:es markets to Salt Lake City. Portland (Oregon), Cleveland
;lnJ \\a,hlllgton D.C. It also expanded its switched ,er\ICeS markets to Indianapolis. Denver. and New Jersey
;lnJ Illsl;dled a second switch in it-. Boston metropolitan ,crYing area. TCG significantly increased revenue from
till' Company', data sen'ices Ime of husine.... In 1996 h\ 53.0 million. an increase of 290o/r from 1995.

On a pro forma baSIS. had telecommunications seryices revenue generated by unconsolidated Local Market
Partnership, been included in the consolidated financial statements of the Company in 1996 and the combined
tJnancwl stalements of TCG and rCG Partners In 1995. total revenues would have increased to $283.4 million



for the year ended December 31, 1997. The remaining increases are primarily attributable to' costs associated
with the expansion of networks throughout the country, including compensation costs for technical personnel,
access, bad debt, rent and maintenance expenses. The increase in operating expenses is also attributable to the
access and maintenance expenses associated with the growth of switched services in existing markets and the
expansion into new markets. Offsetting these expense increases are reductions in expenses due to renegotiation
of interconnection agreements with ILEes. Operating expenses increased to $283.4 million for 1997 from $172.4
million on a pro fonna basis for 1996, an increase of $111.0 million, or 64%. Operating expenses were
approximately 57% and 59% of revenue for the years ended December 31, 1997 and 1996, respectively, and
61 % of revenue for the year ended December 31, 1996 on a pro forma basis.

Selling, General and Administrative Expenses

Selling, general and administrative expenses increased to $166.0 million for 1997 from $85.0 million for
1996, an increase of $81.0 million, or 95%. Pursuant to the TCG Reorganization, TCG has consolidated the
financial statements of the Local Market Partnerships, the selling, general and administrative expenses of which
accounted for 23% of the total selling, general and administrative expenses for the year ended December 31,
1997. The remaining increase is a result of the continued expansion of network infrastructure to support
continued expansion of the Company's networks. including costs associated with servicing the increased number
of dedicated, switched. data and Internet services customers. These costs include expenses related to
compensation, including commissions, occupancy, professional fees and various marketing and promotional
expenses. Selling, general and administrative expenses increased to $166.0 million for 1997 from $98.4 million,
on a pro forma basis. for 1996, an increase of $67.6 million, or 69%. Selling, general andadministrative expenses
were approximately 34% and 32% of revenue for the year ended December 31, 1997 and 1996, respectively, and
35% of revenue for the year ended December 31, 1996 on a pro forma basis.

EBITDA

TCG recorded a one-time. non-recurring charge of $22 million for certain acquired in-process research and
development costs related to the acquisition of CERFnet. For comparison purposes, Recurring EBITDA for 1997
i, defined as EBITDA excluding the one-time charge for acquired in-process research and development costs.
Recurring EBITDA increased to $44.9 million for 1997 from EBITDA of $25.1 million for 1996. an increase of
S19.8 million. The increase in Recurring EBITDA is primarily attributable to increases in dedicated and switched
n.'\enue, Recurring EBfTDA increased to $44.9 million for 1997 from EBITDA of $12.6 million on a pro forma
h~", tor 1996. ~n increase of 532.3 million. Comparing 1997 to 1996 on a pro forma basis. TCG has reduced its
oper:H!ng and administrative expenses. as a percentage of revenues. primarily by obtaining lower unit access
l'll,h through negotiation of. and participation in. regulatory proceedings relating to various interconnection and
reciprocal agreements with fLEC, across the country. and hv obtaining greater efficiencies through automation.

Dl'{'r!'CJUliOIl and Amor!i:a!iol1 Expense

Depreclatlon and amortization expense increa,ed to 5155.4 million for 1997 from $78.4 million for 1996,
an Increa,e of 577.0 million. or 989<-. This increase IS pnmarily attributable to increased depreciation associated
II Itll tilL' expan,ion of the local telecommunications networks throughout the country and increased amortization
\ II ~(\odll iii. FCC licenses and other Intangibles related to v~n()u, 1997 and 1996 acquisitions. Depreciation and
~n](H111ation expense increased to $155.4 million for 1997 from $96.3 million on a pro forma basis for 1996. an
Increase of S59.1 million. or 619c.

{l1!l'rl'll /I/COI/Il'

Interest income increased to $31.1 million for 1997 from $30.2 million for 1996, an increase of $0.9 million.
Thl'- increase IS attributable to an increase in the average outstanding balance of cash and cash equivalents and
marketable ,ecurities that resulted from the proceeds of the 1996 Offerings and the 1997 Equity Offering.
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and TCG San Francisco, respectively, and InterMedia Partners' equity interest of 4.2% in TCG San

Francisco. In 1997 TCG no longer recorded minority interest for the Local Market Partnerships due to the

completion of the TCG Reorganization.
(5) Pro forma financial information for the year ended December 31, 1996 is as if the TCG Reorganization had

occurred at the beginning of the year. Pro forma adjustments include the reversal of TCG's equity in the
losses of 13 Local Market Partnerships, as well as amortization of the goodwill which was recorded upon
closing of the transactions and the reduction of interest expense from the conversion to equity of
subordinated debt owned by TCG to the Cable Stockholders. Such information is presented for a more

meaningful comparison between 1997 and 1996.

Year Ended December 31,1997 Compared to Year Ended December 31,1996

Revenues

Total revenues increased to $494.3 million for 1997 from $267.7 million for 1996, representing an increase
of $226.6 million, or 85%. Pursuant to the TCG Reorganization, TCG consolidated the financial statements of
the Local Market Partnerships, which accounted for 17% of total revenue for the year ended December 31, 1997.
Telecommunications services revenue increased to $494.3 million for 1997 from $244.9 million for 1996, an
increase of '$249.4 million, or 102%. Revenues increased in every category, most significantly in switched
services. These increases reflect increased sales of services in existing and new markets and the growth of TCG's
customer base. Had telecommunications services revenue generated by unconsolidated Local Market
Partnerships been included in the consolidated financial statements of the Company for all of 1996, total revenues
would have increased to $494.3 million for 1997 from $283.4 million for 1996, on a pro forma basis, an increase
of $210.9 million. or 74%. This growth in revenues is a direct result of increased market penetration of all
telecommunications services offered in existing markets and the addition of new markets. Total revenues for the
year ended December 31. 1997. include $48.1 million attributable to (i) ETC and CERFnet, which were acquired
by TCG during the first quarter of 1997. and (ii) BizTel. which was acquired by TCG in the last quarter of 1997.
TCG consolidated the financial statements of ETC. CERFnet and BizTel from the dates of acquisition.

Annualized monthly recurring revenue increased to approximately $619.9 million for December 1997 from
S'29.0 million on a pro forma basis for December 19%. an increase of $290.9 million. or 88%. Monthly
recurring revenue represents monthly service charges billable to telecommunications services customers for the
munth indicated. excluding non-recurring revenues for certain one-time services. such as installation fees or
eLjulrment charge...

S"itc'heo ..en·ices revenue increased to S2 I5.2 milll\1n for 1997 from $1 13.0 million on a pro fonna basis
for IQY6. an IOcrease of S102.2 million. or 90lf(. The IOcrease I .. due primarily to: increases in switched. local
and toll sen ices re\'enue: long distance carrier aeee", usage \'olumes: and sales of additional enhanced switched
..",r\lce .. rroducts to customers in existing and ne\\ markets Dedicated services revenue increased to $252.4
mil lIoll lor 1997 from S161.7 million for 19%, on a rro !ormJ oa.. i... an increase of $90.7 million. or 569<:. TCG' S

d~lla and Intanet revenues increased to S22. 1 mi Ilion l1lr 1997 from S1.5 million on a pro fonna basis for 1996.
•111 II1,Tca ..c ot ~20.6 million

!\1anagement fees were directly related to operating and administrative support services provided by TCG
,,) the L(ll'al !\1arket Partnerships. Royalty fee .. werl' charged to the Local Market Partnerships based on revenue.
-\ .. ;1 rl' .. ult of the TCG Reorganiz<.ltion. managemenl :llld royalty fees from the Local Market Partnerships were
no IOl1ger reHected as revenue beginning July I. 19%. oue to the consolidation of the Local Market Partnerships.

01'n,HIIH; LlpCIl,I£'.\

OperatJl1g expense.. mcre<.lsed to S2~J..+ million for 19<)7 from $]57.6 million for I<)96. an increase of
~ 125.x nllilIon. or go,!, Pursuant to the TCG Reorganizallon. TCG consolidated the financial statements of the
Local \larket Partnershlps. the operating expenses of which accounted for 17% of the total operating expenses
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Results of Operations
The following tables present historical financial infonnation for 1997 and 1996 and unaudited pro fonna

financial data for 1996, as if the TCO Reorganization had occurred at the beginning of the year. Pro fonna
adjustments include the reversal of TCO's equity in losses of 13 Local Market Partnerships for 1996, as well as
amortization of the goodwill which was recorded upon closing of the transactions and the reduction of interest
expense from the conversion to equity of subordinated debt owed by TCO to the Cable Stockholders. Such
infonnation is presented for a more meaningful comparison between 1997 and 1996. The unaudited pro fonna
financial data does not purport to represent what TCO' s results of operations or financial condition would
actually have been if the transactions that give the rise to the pro fonna adjustments had occurred on the date
assumed,

Years Ended December 31,

1997 1996

Pro Forma for the
TCG Reorganization (5)

Year Ended
December 31,

1996

(dollars in thousands, except share amounts)

31,111 30,219
(116.172) (73.633)

(85.061 ) (43,414)

3.520
i~A271 (19.400)

(221.003 ) ( 112,657)
(1.664) (2.193)

~ (222.667) S (114,850)

<;, ( 1.34) S (1.00)

16.~.72S,059 114.443.695

S (\ 26.600)

$ (0,86)

146.423.705

Statements of Operations Data:
Revenues:

Telecommunications service. . . . . . .. . . . . . . . . .. $
Management and royalty fees from Local Market

Partnerships( I) .

Total Revenues , , ..
Operating expenses , , .
Selling, general and administrative expenses(2) ,
In-process research and development costs(3) .
Depreciation and amortization , ", ..

Operating loss , , .

Interest:
Interest income .. , .. , ' .. , , , . ,
Interest expense , .. , , .. , .. , ".,

f\"et Interest expense. , , .. , , ,

i\.linority interest(4) , .. , ,
Equity in losses of unconsolidated affiliates, , ,

Llhs hefore income taxes ., .. , .. " .. , .. , .. ,
Income ta,\ pnn'ision ., , , . , , , , , . , , .. , , . '

:\d loss .. , ,." .. , , .. "" , ,

:\et los, per share , , , .. , ,

\\l'ighled a\crage number of shares,

494,304 $

494.304
283,440
165,977
22.000

155,402

(\32.515)

244,864

22,805

267,669
157,591
85,025

78.416

(53,363)

$ 283.383

283,383
172.374
98,436

96.260

(83,687)

29,163
(66.946)

(37.783)

4,713
(7.650)

(124,407)
(2.193)

( I! L'nder the terms of various management scnil"e, ;lrrangements among TCG and its unconsolidated Local
\larket Pannerships and cenalfl other affiliate,. TeG pnmded operating and administrative support services
ttl such entitles. for which it earned management tee, Lpon consummation of the TCG Reorganization.
these lees were no longer reflected as revenues

(2) Induded in selling. general. and admilllstrati\'c expen,es are expenses incurred for services provided to the
Local \larket Pannerships. lfl the amount of 5214 mJil1on, tor the vear 1996.

1'1 In Ike'emher 1997. TeG e\'alUaled the aCljuired ~Isse[, and liabili~ies of CERFnet. and as a result of the
e\;t!ualion. TeG expensed aCljulred In-process re,carch and dcvelopment costs.

14 i \lInllnty Interest reflects TCI and Continental aftiltates' interests in TCO St. Louis for 1996. In 1996. after
gl\lIlt' ('flect to the TCG Reorganization and the debt and equity offerings consummated in 1996, the
Il1I1l(lnty 1Il1erest reflects Viacom Telecom. Inc,'s equity interests of 22.2% and 22.9% in TCO Seattle
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capital expenditures, TCG begins to incur direct operating costs upon commencement of the installation phase of
a network for such items as salaries and office rent. The exact amounts and timing of these expenditures and
costs are subject to a variety of factors which may vary greatly by geographic market. As network installation
progresses, TCG incurs rights-of-way costs, increased sales and marketing expenses (including sales
commissions) and, in certain markets, franchise fees and taxes paid to local governments based on revenue.
Although TCG's revenues have increased substantially, TCG's expenses associated with the expansion and
development of its local telecommunications networks have exceeded such revenues. TCG expects its net losses
to grow as it continues to expand its networks. However, generally. after the network infrastructure is established,
TCG can add customers and increase revenues with less additional expense. After a customer is added and the
volume of such customer's communications traffic handled by TCG grows, incremental revenues can be added
with minimal additional expense, providing significant contributions to EBITDA (earnings (loss) before interest,
income taxes, depreciation, amortization, minority interest and equity in losses of unconsolidated affiliates). For
1997, "Recurring EBITDA" is defined as EBITDA excluding a one-time non-recurring charge for acquired in­
process research and development costs. See "Year Ended December 31, 1997 Compared to Year Ended
December 31, 1996-EBITDA."

As of December 31, 1997, TCG's consolidated financial statements reflect the results of TCG's wholly­
owned subsidiaries. The consolidated statements of operations and cash flows include equity in the losses of
BizTel for ten months and of ETC for two months. See "Business-Other Recent Developments". On June I,
1997, TCG entered into a Technical Services Agreement with KCFN whereby TCG assumed managerial
oversight of the day-to-day operations of KCFN. TCG has recorded the results of operations from that date.

For the year ended December 31, 1997, TCG' s capital expenditures, its acquisitions and working capital
were funded by the 1997 Equity Offering, which raised approximately $328.7 million of aggregate gross
proceeds and the 1996 Offerings, which raised approximately $1.3 billion of aggregate gross proceeds.

The development of TCG's business, the construction and expansion of its telecommunications networks
and its operating expenses require significant expenditures, often resulting in negative cash flow. Although TCG
generated positive Recurring EBITDA for 1997, several of its subsidiaries did not and will not generate positive
EBITDA until such time as adequate customer bases are established.
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Internet service providers, disaster recovery service providers, wireless communications companies and financial
services companies. TCG offers these customers technologically advanced telecommunications services, as well
as superior customer service, flexible pricing and vendor and route diversity. During 1997 TCG completed the
acquisitions of ETC, now known as TCG Delaware Valley, Inc., CERFnet, now known as TCG CERFnet, Inc.
and BizTeI. TCG expects to complete the acquisitions of ACC Corp. and of Kansas City Fiber Network, L.P. by

the end of the second quarter of 1998.

On January 8, 1998, TCG entered into the AT&T Agreement. In the AT&T Merger, each share of TCG
Common Stock will be converted into 0.943 of a share of AT&T common stock. The AT&T Agreement contains
customary representations and warranties of the parties, which will not survive effectiveness of the AT&T
Merger. In addition, the AT&T Agreement contains certain restrictions on the conduct of TCG's business prior
to the consummation of the AT&T Merger. Pursuant to the AT&T Agreement, TCG has agreed, for the period
prior to the AT&T Merger, to operate its business in the ordinary course, refrain from taking various corporate
actions without the consent of AT&T. and not solicit or enter into negotiations or agreements relating to a
competing business combination. See "Business-The AT&T Merger".

For over 13 years, TCG has developed. operated and expanded its local telecommunications networks.
During the fourth quarter, TCG added eight new markets. which brings total MSAs served by TCG to 65. These
65 MSAs are in metropolitan New YorklNew Jersey, Los Angeles, Chicago, San Francisco, Philadelphia,
Boston, Detroit. Baltimore, Washington, D.C., Dallas. Houston, MiamiJFt. Lauderdale, Seattle, San Diego, St.
Louis, Pittsburgh, Phoenix, Denver, Milwaukee, Indianapolis. Hartford, Omaha, Providence, Cleveland, Portland
(Oregon), Salt Lake City, Nashville, Chattanooga, Knoxville, Birmingham, Cincinnati, Columbus (Ohio),
Charlotte, Tampa Bay, Sacramento. Minneapolis-St. Paul, Atlanta and Orlando, including 19 of the 20 largest
metropolitan areas. As of December 31, 1997, the fiber optic networks of the Company's wholly-owned
subsidiaries spanned over 9,470 route miles. contained over 491,090 fiber miles and served approximately 13,510
buildings.

On July 2. 1996, TCG issued 27,025,000 shares of TCG Class A Common Stock (the "Stock Offering")
which resulted in gross proceeds of approximately $432.4 million as part of an initial public offering. $300
million of 97~, Yc Senior Notes due 2006 (the "1996 Senior l\otes") and $1.073 million aggregate principal
amount at maturity of III/g(k Senior Discount Notes due 2007 (the "1996 Senior Discount Notes" and, together
with the 1996 Senior Notes. the . '1996 Notes"). Prior to the 1996 Notes offering and the Stock Offering
((()lleCli\el~. the "1996 Offerings"). TCG was owned by subsidiaries of the Cable Stockholders. The business
\\ a, operated through TCG and. beginmng in 1992. TCG Partners. which is a New York general partnership
U\\ ncd pnor to the TCG Reorganization by the Cable Stockholders in the same percentages as TCG. TCG
Panncr, was fonned to invest. with TCG. the Cable Stockhulders and other cable operators, in 14 Local Market
Pannerships to develop and operate local telecommunicati(1r1s networks. The Local Market Pannerships were
(l\\ned by TCG. and/or TCG Panners. certaIn of the Cable Stockholders which had cable operations in the
r;Jnlcular markets addressed by the Local Market Partnershlp" and. in some cases. other cable operators in such
markch To ,implify this complex ownership structurc. the Company and the Cable Stockholders completed the
TCG Rcor~anization whereby. TCG agrced to consu!ldate the ownership of TCG Panners and of the Local
\brl--ct Pannershlps as wholly-owned subsidlancs of TCCi As part of this process. certain of the other cable
opcr;llor, a~reed to sell their interests In the Local \1arket Partnerships to TCG directly or through a Cable
SluL'kholder See "Business-The TCG Reorganization" The financial statements for one of the Local Market
I'..lrlncr,hlp' were previously consolidated WIth those of TCe; Therefore. as a result of the TCG Reorganization.
TC'C llln,oiJdaled the financial statements of the remalnlT1g i , of the 14 Local Market Partnerships.

In rcsponse to customer demand. the Compan~ r1an<., l(l Increase the geographic reach and density of its
C\I,tlT1g net\\orks by deploying: additional hber 0PlJC nngs and connecting additional customers to its networks.
Thc (ost, a,soclated with the initial installation and expansion of each network, including development,
in,tallatlon. cenain organizational costs and early operating expenses. are significant and result in negative cash
tlo\\ tor thaI market until an adequate customer base and revenue stream have been established. In addition to

25



Oven'ie\\

Itl'm 7. Management's Discussion and Analysis of Financial Condition and Results of Operations

TCG. the tirs! and largest CLEC in the Umted States. offers comprehensive telecommunications services in
major metropolitan markets nationWIde. The Compan~ competes with ILECs by providing high quality.
integrated te!ecommunicatlons ser\lces. primarily mer fiher optic digital networks. to meet the voice. data and
\ideo transmISSIOn needs of its customers. TCG' s customers are principally telecommunications intensive­
bUSinesses. healthcare and educational instllutions. governmental agencies. long distance carriers and resellers.

u

As orDecember 31,
1996 1995 1994 1993

(doUan in thousands)

$ 718,346 $ 11,862 S 26.000 $ 31.716

545.325 (47.083) (32.719) (15.278)

1.304.229 545.653 422.964 329.686

2.050.097 614.793 486.983 365.202

1.021.063 368.464 200.462 29.689
4.409 2.903 12.661

796.870 125.348 179.152 209.141

1997

1.031,616

$ 480.159
224.889

1.873.083
2.456.301
1,054.079

BlI1ance Sheet Data:
Cash and cash equivalents and marketable securities .
Working capital , '" .
Fixed assets-at cost .
Total assets .
Long-term debt (including capital lease obligations) .
Minority interest .
Stockholder's equity and partners' capital (deficit) .

(1) Under the terms of various management services arrangements among TCG and its unconsolidated Local
Market Partnerships and certain other affiliates, TCG provided operating and administrative support services
to such entities, for which it earned management fees. Upon consummation of the TCG Reorganization.
these fees were no longer reflected as revenues.

(2) Included in selling. general, and administrative expenses are expenses incurred for services provided to the
Local Market Partnerships, in the amounts of $21.4 million, $29.6 million. $19.4 million and $1.4 million
for the years 1996, 1995, 1994 and 1993, respectively.

(3) In December 1997, TCG evaluated the acquired assets and liabilities of CERFnet. and as a result of the
evaluation, TCG expensed acquired in-process research and development costs.

(4) Minority interest reflects Fidelity Communications Inc.'s equity interest in Teleport Communications
Boston for 1993 and 1994: a Cox affiliate' s interest in TCG San Diego for 1993 and 1994; and TCI and
Continental affiliates' interests in TCG St. Louis for 1994 and 1995 and 1996. In 1996. after giving effect
to the TCG Reorganization and the debt and equity offerings consummated in July 1996, the minority
interest reflects Viacom Telecom, Inc.'s equity interests of 22.2% and 22.9% in TCG Seattle and TCG San
Francisco, respectively. and InterMedia Partners' equity interest of 4.2% in TCG San Francisco. In 1997
TCG no longer recorded minority interest for the Local Market Partnerships due to the completion of the
TCG Reorganization.

(5) EBITDA consists of earnings (loss) before interest, income taxes. depreciation, amortization, minority
interest and equity in losses of unconsolidated affiliates. It is a measure commonly used in the
telecommunications industry' and is presented to assist in understanding TCG's operating results. EBITDA
is not intended to represent cash flows or results of operations in accordance with U.S. GAAP for the
periods indicated. TeG's use of EBITDA may not he comparable to similarly titled measures due to the use
hy other companies of different financial statement components in calculating EBITDA. In 1997. this
amount represents Recumng EBITDA which is defined a<, EBITDA excluding a one-time non-recurring
charge for acquired in-process research and development costs.

1() I Capital expenditure<, for I<)9() are net of the effect or the lficlusion of the Local Market Partnerships as of
June )0. 1996.

17, The ratio of earnings to fixed charge<, is computed hy dividing pre-tax income from operations before fixed
charges (other than capitalized interest) hy fixed charges Fixed charges consist of interest charges and the
an1l1nlzatlon of deht expeme and dIscount or premIUm related to indebtedness, whether expensed or
capilJlized. and that ponion of rental expense the Company believes to be representative of interest. For the
years 1997. 1996. 1995. I<)9..+ and 1(9). earnmgs were Insufticient to cover fixed charges by $221.0 million,
SII ():: millIOn. 55..+.1 million. S.l 1.0 millJOn and S::"' :: mJllJOn. respectively.



Recent Sales of Unregistered Securities

During 1997, the Registrant issued (i) an aggregate of 2,100,000 shares of Class A Common Stock in
connection with the acquisition of CERFnet, (ii) 2,757,083 shares of Class A Common Stock in connection with
the acquisition of ETC, and (iii) 1,667,624 whole shares of Class A Common Stock in connection with the
acquisition of BizTel. See "Business-Other Recent Developments." The issuance of Class A Common Stock
in each acquisition was deemed exempt from the registration requirements of the Securities Act pursuant to
Section 4(2) of the Securities Act of 1933, as amended. The recipients of Class A Common Stock in each
transaction represented their intentions to acquire the Class A Common Stock for investment purposes only and
not with a view to or for sale in connection with any distribution of Class A Common Stock.

Item 6, Selected Financial Data

The following tables present historical summary combined financial data for the years 1993, 1994 and 1995,
derived from the combined audited historical financial statements of TCG and TCG Partners. The selected
financial data set forth below for the years 1996 and 1997 have been derived from the consolidated financial
statements of TCG. The financial statements for the years 1995 through 1997 have been audited by Deloitte &
Touche LLP, independent auditors, whose report thereon appears elsewhere in this Form 1O-K.

Years Ended December 31,

1997 1996 1995 1994 1993

(dollars in thousands, except share amounts)
Statements of Operations Data:
Revenues:

Telecommunications service ............. ............ $ 494.304 $ 244,864 $ 134.652 $ 99.983 $ 82.374
Management and royalty fees( 1) ... . . . . . . . . . . . . . . . . . . . 22.805 31.517 20.691 1.555

Total Revenues .... ............... . . . . . . . . . . . . . . . . . 494.304 267.669 166.169 120.674 83.929
Operatmg expense, .. .. , ....... . ................. 283.440 157.591 93.118 76.572 54.218
Selling. general and administrative expenses(2) ...... 165.97' 85.025 50.475 39.989 34.281
In-process research and development cosls(3) ........ 22.00()
Depreciation and amortization .............. 155.402 78.416 37.837 19.933 16,197

Operating los, .. !I32.5151 (53.363 ) (15,26]) (15.820) (20,767)

lntc;~..;t

InrereS! inconlC . nlll 30.219 4.067 1.711 1.072
Interest ~xpcnse (116.172) (73.633 ) (23.331 ) IS,{)79, (1.407)

'l'~ In(('rc .... r l'xp~n\l' (8S.01111 (·r1.4141 (19.264) (3.3681 (3351

\1 I Tlnf!f\' ll11l:rCl\tl ~) 3.520 663 1.395 796
1.'1':1 I \ III I",,", ", ullcon,,,liuateu affiliate, (.1'-+2 7 ) 119.4001 (19.541) ( 11.7631 (2.114)

I.il"" hl'!nH' JnU1flll' taxc'o.,. 1221.00; ! 1112.6571 (53.403) (29,5561 (22.4201
i n~l '1Ili.: 1;1 \ I rnl\ I 'dOn) h('netlt 11.oh41 12.193) 14(1) (-1331 4.149

\l'! II},,, S, (~22.h6:' i S, I I 14.850) $ (53.804) $ 129,989) $ 118.2711

\,': I"" re: ,lure S ,IQI S, ( 1.001 S 10.77) $ (0431 $ 10.261

\\ l"I;..:l1lcd J\CLJ~l' numoer of "hare..,. I "S72K.0"" I 14.443.695 70.000.140 70.000.140 70.()(XJ,140
----"

(llhH Data:
I Ii 11Il\' -; , S, .w.KK" S, 25.053 S 22.576 $ 4.1 1.< $ 14.5701
l .!"r', t]ll\\" lrnl1l llperal1nf' J.LlI\"ille ... ' " '13,618 36,141 87.753 47.438\_ .._: i

( .1'>,': 11<1\\ ... frum In\"esting 4l':llvnie.., . !<41.":4 (913.5131 (207,967) 1265,(126) (149,107)
(,1".;111(1\\, rrOI1l tlnanl,.·ll1~ actl\'ltle ... 2:',\.02f 1 1.08S.5n 157.688 171.557 129.822
( .~[~I:.!Il·\Pl·f1Jltlln'·"'lhl 'i(II.II''' 308.!12 154.8(17 143.2711 155.184
R.~J[I(l lit t'Jrnll1~ .... to tl.\ed chargc~(7)
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The Company believes that these proceedings, individually and in the aggregate, are without merit and that any
associated costs will not have a material adverse effect on rCG's financial condition, results of operations or
cash flows.

The Company is a party to various claims and legal proceedings arising in the ordinary course of business.
The Company does not believe that such claims or proceedings, individually or in the aggregate, will have a
material adverse effect on the Company's financial condition or results of operations.

Item 4. Submission of Matters to a Vote of Security Holders

Pursuant to the provisions of the Amended and Restated Stockholders' Agreement dated as of June 26,
1996, among the Company and the Cable Stockholders. by unanimous vote of each of the holders of the
Company's Class B Common Stock on November 19, 1997. John R. Alchin, having been designated a nominee
by Comcast, was elected as a Director of the Company to fill the vacancy created by the resignation of Brian L.
Roberts.

Pursuant to a Voting Agreement among the Cable Stockholders and AT&T, each Cable Stockholder
executed and delivered to TCG a written consent, dated January 8, 1998, in favor of and approving the AT&T
Agreement and the AT&T Merger. As a result, so long as the AT&T Agreement is not amended and no provision
of it is waived. no further vote or meeting of TCG stockholders is necessary to approve or consummate the
AT&T Merger. See "Business-The AT&T Merger."

PART II

Item 5. Market Price for Registrant's Class A Common Stock and Related Stockholder Matters

Price Range of Class A Common Stock

The Registrant's Class A Common Stock commenced trading on the Nasdaq National Market on June 27,
1996 under the symbol "TCGI". As of March 5, 1998. the last reponed sale price of the Class A Common
Stock was $54~. As of March 4. 1998, there were approximately 12,410 holders of record of the Class A
Common Stock. The following table sets forth the high and low sale prices of the Class A Common Stock as
reported by the Nasdaq National Market for each of the quarters in the period commencing June 27, 1996 through
the quarter ended December 31. 1997.

1996

Second Quarter .
Thlfd Quarter .
Fourth Quarter .

1997

First Quarter .
Second Quarter .
ThIrd Quarter .
Fourth Quarter .

nll'idcnd Polin

High

$19 Jh
2TYx
351·x

351;4
3·H~

46 1/x
6071,,:,

Low

$16
14Yil

22%
21
33~

44 1/ ..

The Registrant has never paid or declared di vidends on its capital stock and intends to retain future earnings
{o tinance the development and expansion of its networks and operations. The Registrant does not anticipme
paYlIlg any cash dividends in the foreseeable future on Its capital stock. Any decision whether to pay cash
dl\ Idenlh \\ ill be made by the Company' s Board of Directors In light of the conditions then existing, including
the Clllllpany .s results of operations. hnancial conditIOn and requirements. business conditions and other factors.
In additIon. the Indentures governing the Registrant' s Inl< '1~ Senior Notes due 2006 and I J I;x % Senior Discount
;-";otes due 2007 contain covenants which may limit the ability of the Registrant to pay dividends on the Class A
Common Stock.



The Company leases network hub sites and other facility locations and sales and administrative offices in
each of the cities in which it operates networks. During the years ended December 31, 1996 and 1997. rental
expense for operating leases totaled $18.0 million and $31.4 million. respectively. On a pro fonna basis. rental
expense for operating leases totaled $20.4 million for the year ended December 31. 1996. The Company has no
significant real estate holdings. Management believes that its properties, taken as a whole. are in good operating
condition and are suitable and adequate for the Company's business operations. The Company currently leases
approximately 200,000 square feet of space at The Teleport complex in Staten Island. New York. where it
maintains its headquarters. approximately 190,000 square feet in Dayton. New Jersey. where its principal
executive offices are located, and approximately 70.000 square feet in Englewood, Colorado where its National
Customer Care Center is located.

Item 3. Legal Proceedings

In April 1997. a complaint was filed seeking damages in an unspecified amount against the Company in the
Circuit Court of Cook County. Illinois by two fonner customers of the Company and an alleged class purporting
to consist of investors in one of the customers. alleging fraud and breach of contract. The initial complaint was
dismissed in September 1997 and an amended complaint was refiled by the plaintiffs in October 1997. The
Company believes that the allegations are without merit and that it possesses meritorious counterclaims for
damages arising from breach of contract. The Company additionally believes that any costs arising from this
lawsuit will not have a material adverse effect on its financial condition. results of operations or cash flows.

On December 16, 1997, prior to public announcement of the AT&T Merger. an action was filed by one
TCG public stockholder in the Delaware Court of ChaJlcery against TCG. TCG's directors and the Cable
Stockholders. The plaintiffs complaint alleges that. based on public reports, TCG's directors. management and
controlling stockholders were negotiating the sale of TCG to AT&T on a preferential basis. This sale on a
preferential basis, the complaint alleges, would offer little or no premium over the current market price of TCG
Class A Common Stock and is therefore unfair and inadequate to TCG's public stockholders. The plaintiff seeks
to enjoin the merger of TCG and AT&T or, alternatively, to rescind the transaction and/or recover damages in
the event that the transaction is consummated. The complaint seeks to have the action certified for class action
status and to appoint the plaintiff as the class representati ve,

On January 12. 1998. an action was filed by two TCG public stockholders in the Delaware Court of
Chancery against TCG, certall1 TCG directors and officers. the Cable Stockholders and AT&T. The complaint
allege, that the exchange ratio in the AT&T Merger represents an inadequate premium for stockholders of TCG
C/;.h' A Common Stock. The complaint further allege, that the actions of the TCG directors, officers and Cable
Stockholders in connection with the AT&T Merger constitute a breach of various fiduciary duties owed to the
',[ockholder, TeG Class A Common Stock, The plamtiffs seek to enjoin the merger of TeG and AT&T or,
;t1ternatl\ely. to rescind the transaction and/or reco\'l'r damages in the event that the transaction is consummated,
Thl' cl1mplaint ,eeks to haw the acrlon certified for cLJ" action ,tatus and to appoint the plaintiffs as the class
rcprc'cntali Yes.

On January 28, 1998. an action was fi led r1\ a Tee puhllC ,tockholder in the Delaware Court of Chancery
d~.';lIns[ TeG, certain TCG dIrector, and officer,. and the Cahk Stockholders. The complaint alleges that the
l'\l'IlangL' ratio in the AT&T Merger represent' ;111 Il1aLJcqu~l!e premium for stockholders of TCG Class A
Cllml110!1 Stm:k, The complamt further allege, thaI the actilln, of the TCG directors, officers and Cable
\[(llkhllldL'fs If1 connection with thL':\T&T Merger lonstitute ~I breach of various duties owed to the stockholders
or TCG Class :\ Common Stock. The plaintiffs ,eek to enJoin the merger of TCG and AT&T or. alternatively, to
resCind the transaction and/or recover damage, and tees in the event that the transaction is consummated, The
complaint seeks to haw the action certitied for l'];I\, action ,tatus and to appoint the plaintiff as the class
rerre~e11l;1 tI\'C

P!;llntlftS" counsel in the above three putative 'luckholder class action proceedings have agreed (i) to defer
the obligatIOn of the defendants to answer the action, and! il) to consolidate the actions by filing an amended
consllltdatl'd complamt. As of the end of Februar~ 19%. the amended consolidated complaint had not been filed.

::'1



the holders of rCG Class B Common Stock no longer represent at least 50% of the voting power of the
outstanding reG Common Stock. without the affinnative vote of the holders of a majority of the rCG Class B
Common Stock. subject to certain exceptions.

Item 2. Properties

The Company uses the latest technologies and network architectures to develop a highly reliable
infrastructure for delivering high speed, quality digital transmission of voice, data and video telecommunications.
The basic transmission platform consists primarily of optical fiber equipped with high capacity SONEr
equipment deployed in self-healing rings. These SONEr rings give TCG the capability of routing customer
traffic simultaneously in both directions around the ring thereby eliminating loss of service in the event of a cable
cut. The Company extends SONET rings or point-to-point links from rings to each customer's premises over its
own fiber optic cable, unbundled facilities obtained from ILECs, microwave (including 38 GHz milliwave)
transmission facilities (primarily provided by BizTel) and other technologies. TCG also installs diverse building
entry points where a customer's security needs require such redundancy. TCG then places necessary customer­
dedicated or shared electronic equipment at a location near or in the customer's premises to terminate the link.

TCG serves its customers from one or more nodes or hubs strategically positioned throughout its networks.
The node houses the transmission and switching equipment needed to interconnect customers with each other,
the IXCs and other local exchange networks. Redundant electronics, with automatic switching to the backup
equipment in the event of failure, protect against signal deterioration or outages. Continuous monitoring of
system components focuses on proactively avoiding problems rather than just reacting upon failure.

rCG adds switched, dedicated. Internet and data services to its basic fiber optic transmission platform by
installing sophisticated digital electronics at its network nodes and at customer locations. TCG's advanced ISDN­
capable digital telephone switches are connected to multiple ILEC and long distance carrier switches to provide
TCG's customers access to every telephone in the local market as well as across the country and around the
world. Similarly, TCG provides ATM switched and LAN multiplexers at the customer's premises and in its
nodes to provide high speed LAN interconnection and native ATM services.

The Company's strategy for adding customers is designed to maximize the speed and impact of its
marketing efforts while maintaining attractive rates of return on capital invested to connect customers directly to
its networks. To initially serve a new customer. for example. TCG may use various transitional links, such as
reselling a portion of the ILEC's network and. where appropriate. using alternative transmission technologies
such as microwave transmission. including 38 GHz milliwave. Once the new customer's communications volume
and product needs are identified. the Company may build its own fiber optic connection between the customer's
premises and its networks to accommodate (i) the customer's current and future telecommunications needs and
Iii) TCG's efforts to maximize return on network Imestment.

In determining which new markets to enter. the Company carefully analyzes the potential customer base
and competitive condition within the market. The Company is planning on building new facilities. entering into
tiber leases. and other arrangements with cable tclc\ISlon companies and other carriers. acquiring existing
telecommunications providers and explonng new technologIes that have potential to enhance network expansion
(such as the use of microwave radIO lacilnies I. The Company also seeks to utilize relationships with the Cable
Stockholders or other cable teleVIsion operators which ha\e an existing presence in the market and with which
TCG may be able to develop a tiber optic network rapld): and efticiently. As a facilities-based carrier. the
Company utilizes a variety of means to expand geographically. meluding rights-of-way. easements. poles. ducts
and conduits that are available from cable telenslOn operators. incumbent local exchange carriers. railways.
subways. electric, gas and water utilities and mUniCIpal. state and federal street and highway authorities. TCG
plans to continue making selected acquisitions ol eXlstmg local telecommunications networks in markets in
which it has existing local telecommunIcations operatIOns or which are geographically proximate to such
markets. as well as in markets that are otherwise attractive to TCG. The Company's use of BizTel as its primary
and preferred provider of 38 GHz services offers the Company the opportunity to market telecommunications
facilities to customers in geographIcal areas where the Company has not yet constructed. and may not find it
economical to construct. fiber optic facilities



The 1996 Act is intended to increase competition in the local telecommunications business. The 1996 Act
requires all local exchange providers, including the Company and new entrants, to interconnect with other
carriers. and to offer their services for resale and requires ILECs to offer their substantial network facilities on a
discounted wholesale basis and on an unbundled basis. These requirements may facilitate entry by new
competitors without substantial capital risk or investment. However. there can be no assurance that any rates or
facilities offered by ILECs to rCG or other CLECs will be economically attractive or technically viable.

The Company believes that the 1996 Act will provide it with increased business opportunities and
potentially better margins by opening all local markets in urban areas to competition and by requiring ILECs to
provide improved direct interconnection at lower cost. However. under the 1996 Act. the FCC and some state
regulatory authorities may provide ILECs with increased flexibility to reprice their service as competition
develops and as ILECs allow competitors to interconnect to their networks. In addition. some new entrants in
the local market may price certain services to a particular customer or for a particular route below the prices
charged by the Company for services to that customer or for that route, just as the Company may itself underprice
those new entrants. If lLECs and other competitors lower their rates and can sustain significantly lower prices
over time. this may adversely affect revenues and margins of TCG. If regulatory decisions permit the ILECs to
charge CLECs substantial fees for interconnection to the ILECs' networks or afford ILECs other regulatory
relief. such decisions could also have a material adverse effect on TCG. However, TCG believes that the negative
effects of the 1996 Act may be more than offset by (i) increased revenues available as a result of being able to
address the entire urban local exchange market. (ii) mutual reciprocal compensation with the ILEC that could
eventually result in TCG terminating its local exchange traffic on the ILEC's network at little or no net cost to
TCG, (iii) obtaining access to off-network customers through more reasonably priced expanded interconnection
with ILEC networks and (iv) a shift by IXCs to purchase access services from CLECs instead of ILECs. There
can be no assurance. however. that these anticipated results will offset completely the effects of increased
competition as a result of the 1996 Act.

Currently, TCG's services are predominantly local and regional, although TCG has begun to offer long
distance services in order to provide a full range of telecommunications services to those customers who prefer
to obtain most or all of their telecommunications services from one provider. However. TCG has examined from
time to time. and will continue to examine. opportunities to expand its provisioning of other related
telecommunications services. The merger with ACC represents an expansion of TCG's long distance services.
induding international long distance. and provision of local services in foreign countries. To the extent that the
Compan~ expands its provisioning of telecommunications or Internet services. it could incur certain additional
risk-. in connection with such expansion. including technolOgical compatibility risks. legal and regulatory risks
and possihle ad\Crse reaction hv some of its cunent customers.

All of the Cable Stockholders are in the telecommunications business and may. now or in the future. provide
sen Ices which are the same or similar to those provided by TCG. In addition. affiliates of TCI. Cox and Comcast.
whIch collectively have designated a maJonty of the dlrect(lrs of the Company. together with an affiliate of
Spnnt. ha\e formed Sprint PCS. a partnershIp created to pro\lde certain wireless telecommunications services.
Also. affiltates of TCI. Cox and Comcast afl~ pnnclpal (lwners of At Home. a provider of Internet related services
O\tT the 0 Home T" Network. No assurance can be gl\en that the Cable Stockholders will nOl compete with TCG
In certain markets or in the provision of certam telecommUnications services. Although directors of TCG who
arc ah(l directors. officers or employees of the Cable Stockholder, or any of their respective affiliates have certain
tlduCiary obligations to TCG under Delaware law. ,uch dlfl?c!ors and the Cable Stockholders. as the controlling
stockholders of TCG. are in positions that may create conflicts of interest with respect to certain business
0pp0l1unllles available to and cenain transactions imol\lng the Company. The Cable Stockholders have not
adopted any ,pecia! voting procedures to deal with ,uch l'(lf1fllc,," of interest. and there can be no assurance that
am ,uch conflict will be resolved in favor of TCG. In thIs regard. TCG's Amended and Restated Certificate of
Incorporation prO\ides that TCG may not provide certalf1 II) wireless communications services (other than
product, and services deltvered via point-Io-point microwave and milliwave transmissions) or (ii)
telecommunications senice, to reSidences until. In each ca,e, the earlier of June 26. 2001. or the date on which
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The Company generally offers its services in accordance with applicable tariffs filed with the FCC (for
interstate services) and State PUCs (for intrastate services). As a non-dominant carrier, TCG does not have to
cost-justify its rates and frequently enters into customer and service specific arrangements. The services offered
by TCG are typically priced at a modest discount to the prices of the ILECs.

With a direct sales force in each of its markets, TCG initially targets the large telecommunications-intensive
businesses concentrated in the major metropolitan markets served by its networks. The Company's customers in
these markets include financial services firms, media and health care companies and educational and
governmental institutions. In addition, TCG markets its services through sales agents, landlords, advertisements.
trade journals. media relations. direct mail and participation in trade conferences.

The Company is increasing its marketing to small and medium-sized business customers. The Company's
strategies for addressing this market include (i) hiring and training specialized account executives dedicated to
developing this market; (ii) increased marketing to this class of customers in office buildings or multiple dwelling
units already served by TCG's network; (iii) developing special services and packages of services attractive to
this market segment; and (iv) employing 38 GHz wireless technology to reach these customers cost-effectively.

TCG also targets long distance carriers and reseJlers. ISPs, disaster recovery service providers and wireless
telephone companies through its national sales organization. The Company has master services agreements
(which generally set forth technical standards. ordering processes. pricing methodologies and service grade
requirements, but do not guarantee any specified level of business for TCG) with a significant number of long
distance carriers. For example, AT&T considers TCG a preferred national supplier of dedicated and switched
access services. By providing long distance companies a local connection to their customers, the Company
enables these carriers to avoid complete dependence on the ILECs for access and to obtain a high quality, reliable
local connection at savings over the ILECs' charges. The national scope of the Company's local networks allows
it to offer high volume business customers and long distance carriers uniformity of services, pricing, quality
standards and customer service. [n addition. the Company has arrangements with other telecommunications
providers. including shared tenant service providers. cable television companies and long distance carriers, to
resell TCG's services. TCG has engaged in technical trials pursuant to which certain long distance carriers have
resold TCG local exchange service and intraLATA toll service bundled with their long distance service. These
trials began in the second half of 1995. but as of \1arch 1998 all had been terminated. TCG and AT&T are
currently in the process of developing a combined local and long distance business line product which would be
sold under the AT&T brand name. initially as a trial

The AT&T Merger could make some competitors of AT&T less likely to continue or (() expand their
rebtionship with TCG. TCG believes that most or all of the major long distance carriers are pursuing alternatives
to their current practices with regard to ohtainIng IOL'al telecommunications services.

CO\tPETITION

The Company faces substantial and Increasln~ compelltion in each of the metropolitan areas it serves or
plans to serve from entities thai (lfjn sen Ices Sll111LlT 1(, those offered by TCG. including ILECs such as
AllIentech. Bell Atlantic. BellSouth. SBC Coml11unt~·Jtl(lns. t· S WEST and GTE. The Company belic\'es that
ILEe., generally benefit from theIr long-l,tandJng relatIOns with customers. substantial technical and financial
rL'SOUrL'es. established ubiqullous nel\~ or'" and teJeral and state regulations that could provide them with
Increased pricing ftexibiltty as competllion Inneases In addItIon. in most of the metropolitan areas in which the
Company currently operates. at least one. andl,ol1let1mes several. other CLECs offer substantially similar
senH:es at substantially similar pnces to those at the Company. Other CLECs. ILECs entering new geographic
markets. cable television companies. electrIC utilities. long distance carners. microwave carriers. wireless
telephone system operators and pri \ Jle net\\ orks buIll b\ IJrge end users may offer services similar to those
offered hy the Company_ In addition. the current trend of actual and proposed business combinations and
alliances in the telecommunicatIons industn. which Include mergers between ILECs. between IXCs and
international carriers and between IXC, and CLEes. ma\ create significant new competitors for the Company.
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premises with CERFn'WEB SM services or may colocate its server at a CERFnet facility comiected directly to
CERFnet's Internet backbone with WEB SuperSite SM services. CERFnet also offers Internet training and

consulting including the design of World Wide Web sites.

Video Services

TCG provides analog video link services to its media industry customers, including all of the major
television networks as well as to many cable services and independent programmers. TCG' s video services
include offering a broadcast quality, analog channel which can be provided on a point-to-point or point-to-

multipoint basis.

Wireless Services
OmniWave SM services, TCG's 38 GHz digital milliwave private line service, supports capaCItIeS of 4

OS-Is, 8 OS-Is and I OS-3. These services can be multiplexed at either end of the circuit to provide lower levels
of bandwidth. OmniWave services utilize a broadband milliwave transmission spectrum for quality and reliability
that is comparable to that achieved by conventional fiber optic networks. BizTel is TCG's primary and preferred
provider of these services.

Residential Services

TCG currently offers residential telephony services on a retail basis in several multiple dwelling units and
in a number of single family residences and continues to develop services for this market. TCG provides
wholesale local exchange services that are suitable for reselling to residential consumers, including local and
long distance toll usage, features and auxiliary functions such as network provisioning. installation. customer
service, billing. operator services. and directory assistance. TCG's wholesale customers, which resell these
services to individual users. include landlords. real estate development and management companies and the Cable
Stockholders.

Calling Card Services

In August 1997, TCG commenced offering a full service long distance calling card with specialized features
designed for business travelers. called PrimeCard SM service

Customers and Marketing

The Company's customers are principally telecommunications-intensive businesses. healthcare. and
educational institutions. governmental agencies. long distance carriers and resellers. ISPs. disaster recovery
service providers and wireless communications and financial services companies. In 1985. TCG' s customers
were primarily long distance carriers. While the Company' s carrier business has continued to grow. in 1997 all
other customers (including resellers) accounted for approximately 660/,- of the Company's total revenues. During
1497. the Company's 10 largest customers accounted tor approximately 400/, of TCG' s total revenues. During
that period. no customer accounted for more than lorr of such revenues.

The Company has sought to establish "TCG"\< "Pnme-" and "Omni-" as recognized brand names for its
services and products. TCG has partially rebranded the Internet services of its CERFnet subsidiary as "TCG
CERFnet" services. The Company's marketing emphasizes its state-of-the art digital networks. flexibly priced
products and services. responsive customer service orientatIon and integrated operations. customer support and
network monitoring and management systems. For large telecommunications-intensive businesses that depend
on accurate and reliable telecommunications. the Company promotes the operational and strategic security
achieved through vendor and facility diversity. The Company' s centrally managed customer care and support
operations are designed to facilitate the Installation of new services and the processing of orders for changes and
upgrades m TCG customer services. The Company seeks to be among the first to introduce new
telecommunications products and service. thereby increasing usage among existing TCG customers and attracting
new customers to the Company's networks.
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OS-I. A high speed digital channel that typically links customer locations to long distance carriers or
other customer locations. Used for multiple voice or data transmission, access to the Internet and
interconnection of LANs, DS-l services accommodate digital data transmission capacity of up to 1.544
megabits per second ("mbps"), the equivalent of 24 voice grade circuits.

European-Standard OS-l(E·l). The Company was the first U.S.-based local carrier to offer this
dedicated high capacity service, which allows customers to accommodate their international traffic with a
digital data transmission capacity of up to 2.048 mpbs. which is equivalent to 30 voice grade equivalent
circuits. This dedicated service offers international business customers the flexibility to connect their United
States locations to international circuits that operate at the high capacity European standard transmission
speed.

05-3. With digital data transmission capacity of up to 44.736 mbps, this dedicated service provides a
very high capacity digital channel. which is equivalent to 28 DS-l circuits or 672 voice grade equivalent
circuits. This digital service is used by long distance carriers for central office connection and by some large
corporate users to link multiple sites. It is also used for data services applications.

TCG OmniRing SM. This service provides a standard Optical Carrier (' 'OC") service for those
customers requiring enhanced network survivability. advanced network architectures and centralized
network monitoring and management capabilities. With TCa OrnniRing customers enjoy the benefits of
dedicated private local OC3 or OCl2 synchronous optical network ("SONET") rings between various
customer-designated sites and the Company's nodes.

Data Services

The Company offers its customers a broad array of data services that enable customers to create their own
internal computer networks and access external computer networks and the Internet. In 1992, TCG introduced
its native speed LAN inter-networking data service which is used to connect workstations and personal computer
users on one or more LANs. Called OrnniLAN SM, this service provides users with transmission capacity for 10
mbps Ethernet, 4 and 16 mbps Token Ring and 100 mpbs FDDI LAN interconnections. Native speed services
avoid the bottleneck problems that are frequently encountered with customary DS- I connections by providing
the customer with a circuit that matches the transmission speeds of its LAN. OmniLAN provides dedicated
circuits. guaranteed transmission capacity and guaranteed bandwidth for virtually all LAN applications. Users
can share files and databases as if they were all working on the same computer. or within the same LAN. In
1996. TCG introduced Fast Ethernet LAN Interconnect Service for business customers which have or plan to
build Fast Ethernet networks and require native speed connections between geographically disparate LANs.

As companies and communications become more sophisticated. there is an increased need for customer
access to supenor traffic management of sensitive data. video and voice transmission within a single metropolitan
area or between various company operations.. TCG' s switched data services. called OmniStream SM, offer
sophisticated switched data services over TCG' s SONET/ATM backbone and provide high standards in
re!Jabj!Jt~ and flexibility while enabling users to reduce the costs associated with interconnecting various
geographically dispersed and architecturally dIverse InformatIon systems. TCG's asynchronous transfer mode
( .. .-\TM") platform supports evolving high-speed appl!calJon,. such as multimedia, desktop video conferencing
and medical imaging. Additionally. TCG's services allow users to interconnect both high speed and low speed
LA!\: enVIronments. Customers also benefit from fleXible htlling. as well as detailed usage reports.

Internet Services

The Company accommodates its customers' demand for Internet services directly through CERFnet, an ISP,
and indirectly by providing the connection between a customer and an ISP. CERFnet's services include a full
range of Internet-related services for businesses and professionals. These services include basic Internet dial up
access for professionals and small businesses. marketed as DIALn'CERF SM services. and dedicated Internet
access for larger customers at speeds ranging from 56 kbps to DS-3. as well as LAN connections. CERFnet also
prOVIdes World Wide Web hostlOg services: the customer may choose to locate its Internet server on its own

16

I:

i



PrimeNBX SM. This service gives voice and data customers a choice for analog, digital voice-only
and ISDN Centrex telephone lines to customers' desktops. With PrimeNBX, TCG owns, houses, manages
and maintains the switch. PrimeNBX allows customers to retain control over network configurations. Lines
can be added, deleted and moved as needed. Business customers can utilize TCG as their primary Centrex
provider, as a supplement to the ILEe's Centrex service, or as an addition to a fully-utilized customer
owned private branch exchange ("PBX").

PrimeXpress SM. This service is utilized by PBX users to provide access to the local. regional and
long distance telephone networks. PBX customers may use either TCG's telephone numbers or their ILEC­
assigned telephone numbers. Customer access to TCG's network is accomplished by a DS-l digital
connection or analog trunks between the customer's PBX port and TCG's switching centers.

PrimePath SM. This service enables customers to connect to the TCG network using Prime Business
Lines or Prime Business PBX Trunks. PrimePath is available in a variety of feature packages which have
been developed to serve TCG customers. with features such as Call-Waiting, Call-Forwarding. Conference
Calling and PrimeMail voice mail.

PrimePlus SM. This service provides customers with a competitive alternative to ILEC service for
intraLATA toll calls. It is a customized. high quality calling plan available to PrimeNBX, PrimePath and
PrimeXpress customers. TCGworks with customers to devise cost-saving intraLATA calling programs
based on actual usage and calling patterns.

PrimeOne SM• This service is basic local exchange service which can be tailored to a customer's
particular calling requirements. Local telephone service includes operator and directory assistance services.
as well as an intraLATA toll plan.

TCG Pay Phone Services provide full public pay telephone service to public customers and dial tone
services and access lines to other public pay telephone providers. including pay telephone services at several
major airports. TCG is the primary provider of public pay phone service for all properties of The Port
Authority of New York and New Jersey, including Kennedy. La Guardia and Newark airports.

Switched Access Services provide IXCs with switched connections to their customers for the
origination and termination of long distance telephone calls.

Integrated Services Digital Network ("ISDN") PrimePlex SM Services provide TCG's customers
with multiple voice and data communications services over a single telecommunications line. The
Company's ISDN services allow customers to perform multiple functions such as simultaneous voice and
computer links. and enable the Company to offer customers value-added features. High speed ISDN
applications include desk top video conferencing. interconnection of local area networks ("LANs") and
Internet access.

Advanced Intelligent Network (" Alj\;") Services. utilizing the Bellcore ISCPT~ format. offer
customers advanced. customlLed s\\ltchIn~ features \\ hlch may include local number portability.

Dedicated Services

TCG's dedicated services. which include special access and digital private line services. use high-capacity
digital circuits to carry voice. data and vidco transnllSSlOn trom point-ta-point in flexible configurations involving
different standardized transmission speeds and Clrcult capacIties. including

D5-0. A dedicated service that accommodates business communications with digital data
transmission through a voice grade equivalent circuit with a capacity of up to 64 kilobits per second
("kbps"). This service offers a private line digital channel for connecting telephones. fax machines.
personal computers and other telecommunications cqulpment. Multiple DS-O services are offered in a
variety of combinations. depending on the particular application and can also provide voice grade analog
connections.
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Much of the language used in the Basic Telecom Agreement resembles language in the 1996 Act. The most
far-reaching paragraph in the primary reference document provides that interconnection with a major supplier
will be ensured "at any technically feasible point in the network," under non-discriminatory terms and
conditions, in a timely fashion under terms, conditions (including technical standards) and cost-oriented rates
that are transparent, reasonable, and sufficiently unbundled that the competitive entrant will not need to pay for
network components or facilities that it does not require. In the United States, similar language is interpreted as
requiring incumbent local exchange telephone companies to provide unbundled local loops at cost-based rates
and to allow interconnection with the competitive supplier's network at the telephone company's switching
office. It remains to be seen how other countries will interpret that language, and to what extent they will adopt
and enforce regulations encouraging competitive entry.

In the United States, there has been extensive litigation and disputes over the terms, conditions and
implementation of interconnection. It is reasonable to assume that the process of implementing other countries'
commitments under the Basic Telecom Agreement will be at least as difficult. The United States had a quarter
century of experience with various forms of telecommunications competition before the 1996 Act was adopted.
but most other countries have had far less experience with competition. As far-reaching as the WTO Basic
Telecom Agreement may appear on its face, it will be meaningful only to the extent that it is effectively enforced.
The WTO dispute resolution process will not be freely accessible to any company that considers itself an injured
party. Under United States law, no person other than the United States government itself will have any cause of
action or defense before the WTO. This is consistent with the WTO's Dispute Annex. which itself provides an
opportunity for action or defense only by WTO members, that is, governments. The implication is that national
governments both in the United States and in other countries will serve as gatekeepers and will exercise their
sovereign authority to choose which cases to litigate. Thus, TCG's ability to invoke any rights provided by the
Basic Telecom Agreement will be dependent upon the willingness of a host government to pursue issues of
concern to TCG. TCG can provide no assurance that the United States or any other host government will be
willing to pursue TCG's concerns through the WTO dispute resolution process or that, if such a government
were willing to do so. that it would obtain a favorable ruling from the WTO.

THE COMPA~Y'SSERVICES

The Company provides its customers with a comprehensive array of local and long distance
telecommunications services. including basic local exchange telephone services. enhanced switched services.
Internet services. national and international toll senice,. XOO services. dedicated services. high-speed switched
data services. disaster avoidance services and video channel transmission services. Switched voice services
offered by the Company primarily use high-capacity digital switches to route voice transmission anywhere on
the public switched telephone network. TCG's dedicated services. which include private line and special access
senices. use high-capacity digital Circuits to carry VOice. data and video transmission from point-to-point in
multiple configurations. The Company provides Ih media industry customers with point-to-point. broadcast­
quality \Ideo channels for video transmhSlon he1\\ een 1\\ () or more locations. including video link services to
maJor television networks as well a, to other programmer, The Company also provides private network
management and systems integration ,erVlces for hu,lne"e, that require combinations of various dedicated and
,witched telecommunication, ,en Ice,

Switched Services

TCG', switched services prO\ide customers with local dial tone and local and regional calling capabilities
and connection to their lXC, TCG', ,witched sen ICC' are mainly branded under the "Prime" name and include
the fo II 0\\"1 ng :

PrimeDistances~l. This sen' ice is a long ulstance service which is offered as a package to TCG's
customers for local services. It IS a broau service mcluding national and international toll services. 800
'ernce,. directory assistance. operator sen Ice, and fraud detection feawres.
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Local Government Authorizations. TCG may be required to obtain from municipal authorities in certain
cities street opening and construction permits and other rights-of-way to install and expand its digital networks.
In some cities, TCG's affiliates or subcontractors may already possess the requisite authorizations to construct or

expand TCG networks.

In some of the metropolitan areas where TCG provides network services, TCG may pay license or franchise
fees. There can be no assurance that municipalities that do not currently impose fees will not seek to impose fees
in the future, nor is there any assurance that following the expiration of existing authorizations, fees will remain
at their current levels. Under the 1996 Act, such fees must be fair and reasonable, applied on a competitively
neutral and non-discriminatory basis and be publicly disclosed by the relevant governmental entity. There can be
no assurance, however, that municipalities that currently favor the ILECs will conform their practices in a timely
manner or without legal challenges by TCG or another CLEC. In September 1996, TCG filed suit in federal
district court alleging that the City of Dearborn, Michigan acted in an unlawful and discriminatory manner in
imposing a fee equal to a percentage of gross revenues for its use of public rights-of-way, which fee is not
imposed on the local ILEC (Ameritech Michigan) in violation of applicable state law and Section 253(c) of the
1996 Act. TCG's suit is currently pending in the U.S. District Court for the Eastern District of Michigan
(Southern Division). The City of Dearborn has asserted counterclaims against TCG and motions for summary
judgment by both parties are pending. In addition, in July 1996, a subsidiary of TCO, Teleport Communications
(New York) ("TCNY") filed suit in U.S. District Court in Newark, New Jersey alleging that an ordinance
adopted by the Township of Bloomfield. New Jersey imposing a fee per linear foot per year for the right to use a
public right-of-way is unlawfully discriminatory, in violation of the United States Constitution and Section
253(c) of the 1996 Act. The lawsuit has been settled and the Township of Bloomfield has enacted a new
ordinance. In addition, in February 1997 the City of Chattanooga joined TCO in a pending action in the U.S.
District Court for Eastern Tennessee seeking to interpret the nondiscriminatory and competitively neutral
requirements of Section 253(c) of the 1996 Act. On October 24, 1997, the District Court granted the defendants'
motion for summary judgment. ruling that the City's franchise requirements violated state law.

TCNY and the City of New York entered into a Franchise Agreement, dated as of May 2. 1994 (the "New
York Franchise") pursuant to which the City of New York granted TCNY the non-exclusive right for a term of
fifteen years to provide Telecommunications Services (as defined in the New York Franchise) in the City of New
York. In addition to other payments specifically required by the New York Franchise, the New York Franchise
requires that TCNY pay to the City of New York as an annual franchise fee an amount based on a percentage of
TC:-':i"s gross revenues. TCG is restricted under the terms of the New York Franchise from providing cable
sCTvice or mobile telecommunications services in the City of New York.

Regulation oj'lnternational Sen·ices. TCG is authorized to provide resale and facilities-based international
IdecommunIcations services to Its customers 10 the Lnited States. If its acquisition of ACC is completed. TCG
\\ III prmlde international telecommunications senlces to customers in Canada. the United Kingdom. and
German~. and it will become a reselkr of local telephone senice in Ontario and Quebec. Canada. Thus. the
regulatory situations in Canada. the L;nited K1Ogdorl1. ;md to a lesser extent in Germany will have an immediate
ImpaCi on busmess operatlons that TCG IS proposmg t\1 acquire 10 those countries. TCO will also be affected by
the regulatory Situation in additional countnes. both he~'aUSL' Ih customers communicate with other places around
the \\orld and because other urban centers can PHl\ Ide TCCi With expansion opportunities applying its expertise
111 thl' prm ISlon of competitl\e local e\change sen I~l"

Oil February 15. 1997. delegations from 0\) ClllJlltnes concluded an historic series of negotiations by
IIlJll";tt mg their conditIOnal acceptance of the Wllrld TraJe Organization ("WTO") Agreement on Basic
Telecol1llllunIcatlons Services ("the BaSIC Telecol11 Agn:cl11ent"). Countries representing approximately 82
percent PI' world telecommunications rewnues and appro\ll11ately 79 percent of the world economy committed
Iher11'ehes to open their telecommunication, markets including local telephone exchanges. to competition by
Il)l)S. COl1dltlPnal upon ratification and ImplementJni' acts t1\ all of the signatory countries. On January 26. 1998.
a meelll1i' of WTO members agreed that the pact wou Id enter into force on February 5. 1998. despite the fact
that a handful of signatorv countries representing less than .~ percent of world telecommunications traffic had not
cOl1lpleted the ratlticatlon process.
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universal service levies are at various stages of enactment, and are likely to take effect no later than the first
quarter of 1999. Those rates will vary from state to state and TCG cannot predict what the levy rates will be at
this time.

A number of parties have challenged the FCC's universal service order and the cases have been consolidated
in the U.S. Court of Appeals for the Fifth Circuit. Either the FCC's reconsideration of its rules or a judicial
determination could result in a change in CLEC support payments required for federal universal service
programs. Parties sought stays of the rules from both the FCC and the Fifth Circuit. On October 21, 1997, the
Fifth Circuit denied those requests.

Other 1996 Act Provisions. The 1996 Act contains other provisions that potentially could affect TCG's
business, which may be subject to FCC rulemaking and judicial interpretation, including a provision that limits
the ability of a cable television operator and its affiliates to acquire more than a 10% financial interest or any
management interest in an ILEC or CLEC that provides local exchange service in such cable operator's franchise
area.

Telephone Number Portability Issues. On July 2, 1996, the FCC released its First Report and Order and
Further Notice of Proposed Rulemaking promulgating rules and regulations to implement Congress' statutory
directive concerning number portability (the "Number Portability Order"). The Number Portability Order was
modified on March 6, 1997. As modified, the Number Portability Order requires all ILECs and CLECs to begin
phased deployment of a long-term service provider portability method in the 100 largest MSAs no later than
October I, 1997, and to complete deployment in those MSAs by December 31, 1998 for all MSAs in which
another carrier has made a specific request for the provision of portability. After December 31, 1998, each ILEC
and CLEC must make number portability available within specific time frames after receiving a specific request
by another telecommunications carrier. Until long-term service portability is available, ILECs and CLECs must
provide interim versions of number portability as soon as reasonably possible after a specific request from
another carrier.

On August 18. 1997. the FCC released its Second Report and Order on number portability. implementing
various specific aspects of the number portability program. As new carriers are at a competitive disadvantage
without telephone number portability. the Number Portability Orders should enhance the ability of TCG to offer
service in competition with the ILECs. but it is uncertain how effective these regulations will be in promoting
number portability. The Number Portability Order does not address how the costs of implementing long-term
service portability. which could be substantial. will he recovered.

Sratt' Regulation. Most State PUCs require carriers that wish to provide local and other Jurisdictionally
IDtrastate common carrier services to he authorized to provide such services. TCG's operating subsidiaries are
authorized to provide local exchange sef\lCes in Alah;Jma. Amona. California. Colorado. Connecticut. Delaware.
the District of Columbia. Florida. Geoq;ia. IIIIDoi,. IndIana. Iowa. Kansas. Kentucky. Maryland. Massachusetts.
\1ichigan. Minnesota. Missouri. :---;ehraska. :'\l'\\ Ham(1stmc. :\ew Jersey. New York. North Carolina. Ohio.
Oregon. Pennsylvania. Rhode Island. Tennessee. TC\a,. l'tah. Virginia. Washington and Wisconsin. TCG
expects to file for CLEC authonty in a numher 01 additional states. and to seek geographically broadened
authonry in states in which it already holds CLEC authnnt\ for portions of the state.

TCG typically is not subject to price regulatIon or to rate of return regulation for its intrastate services. In
most states. TCG is required to file tariff-- setting forth the terms. conditions and prices for its intrastate services.
In some ,Iurisdictions. the tariff can list a rate range tor IDtrastate services. TCG may be subject to additional
regulatof) requirements in some states. ~uch as Ljualily of service requirements, the requirement to offer
residential service and make unIversal serVIce l:ontribul1on~. In New York and New Jersey. TCG has authority
to borrow up to S4 billion in long term debt. whKh )S suffiCient to amortize all current long term indebtedness of
TCG
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including proposals that would either grant ILECs increased pricing flexibility based on increased levels of
competition, or mandate lower rates regardless of the level of competition. On May 7, 1997, the FCC issued an
Order relating to access charge refonn and other matters. The FCC enacted a number of refonns of its switched
access rates and adopted rules that will provide discounts to users of certain CLEC switched access transport
services, such as those provided by TCG. The first stage of the FCC's refonn went into effect on January 1,
1998. Refonn of the FCC's access charge rules will result in a significant restructuring of the rates for ILEC
interstate switched access services, and a significant increase in pricing flexibility for ILECs. The FCC's access
refonn decisions have been appealed to the U.S. Court of Appeals for the Eighth Circuit.

Certain of the FCC's access charge refonns are intended to produce a phased transition leading to rates for
ILEC tandem switched access services that are closer to the ILECs' costs. Prior FCC policies had required ILECs
to price tandem access services below cost, making up the difference by pricing other access services above cost.
TCG believes that the new policies will improve TCG's position in competing for the provision of tandem­
switched services. Other elements of the FCC's access refonns will lead to lower ILEC rates for certain switched
access services, or a restructuring of ILEC switched access rates. These restructured rates could make ILEC
exchange access services more attractive to certain high-volume IXCs while reducing the attractiveness of ILEC
exchange access services for lower-volume IXCs.

Treatment of Internet Calls. Various ILECs have urged the FCC to require ISPs to pay the same rates that
IXCs pay for access to public switched telephone exchanges. Although this position was rejected by the FCC in
its May 7, 1997. access charge Order. certain ILECs have also taken the position that they will not pay the
reciprocal compensation nonnally associated with a local call to CLECs with respect to telephone services from
the ILEC's customer to an ISP served by a CLEC on the grounds that such calls are exchange access calls rather
than local calls. TCG believes these positions are contrary to the 1996 Act and every state commission which
has so far considered the issue has declared that ILECs should pay CLECs reciprocal compensation for the
Internet traffic. However. no prediction can be made whether the ILECs ultimately will be successful in asserting
their positions. If state commissions. the FCC or courts were to reach final decisions which found in favor of the
ILECs. such decisions could result in a material adverse effect on TCG. both as an ISP itself and as a provider
of TCG local exchange services to other ISPs.

Pay Telephone Compensation The US Court of Appeals for the District of Columbia decided on July L
1997 to reject the system adopted by the FCC for the compensation of providers of pay telephone services by
long distance companies. The Court remanded the matter to the FCC for further proceedings. TCG. as a provider
of pay telephone services in a number of cities, is a reCipient of such pay telephone compensation payments. On
October 9. 1997" the FCC adopted new rules which reduce the compensation to providers of pay telephone
servIces.

Vnil'enal Sen'ice. In ib implementation of the 1996 Act. the FCC established new federal universal
service mechanisms. Under the new rules. CLEe, gain ac'ces, to universal service subsidies but are required to

contribute to both federal and state uni\er,al ,enil'l.' tumb On December 16. 1997. the FCC approved specific
percentage levies for the federal uni\ersal ,en Ice lund i ""L;SF') for the first quarter of 1998. The FCC will
initially apply a 0.7 percent Iny to gr(l'" retail receipt'> for international. interstate. and intrastate
telecommunications to support a ne\\ ,uhsidy for ,dwui,. Ilhr;.lrie" and rural health services: this percentage
would gradually rise to about 1.5 percent If suh,idy reque,h lise to maximum funding levels previously approved
hv the FCC. However. the Congressional Budget Office I'CSO") has estimated that subsidy requests will not
approach the funding ceiling until 2()()~. The CBO rredlch thai grant applicants will exercise restraint because,
in many instances. the federal subsidy will reduce the l'l1'.l of an advanced telecommunications system hy only a
small fraction.

Also beginning in 1998. the FCC will appl\ a .~.2 percent levy to international and interstate
telecommunications only to suppon existIng subsidies lor rural telephone carriers and low income individuals.
The levy rate on interstate and international revenues could rise significantly in 1999 when the USF is expanded
to proVIde suppon for telephone sen'lce to rural ;.Ire;t, 'ltuated within the territories of larger ILECs. State
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agreements negotiated prior to enactment of the 1996 Act be submitted to state commissions fcir approval, and it
held that the FCC had no authority to review or enforce agreements approved by state regulators. On rehearing,
the Court of Appeals further held that the FCC has no authority to prohibit ILECs from disconnecting unbundled
network elements from each other when competitors ask ILECs to refrain from doing so. The Supreme Court
has rejected applications to vacate a stay of the FCC's rules pending appeal, but it has agreed to hear arguments

on the merits of the case in the fall of 1998.

As indicated above, an FCC rule temporarily precluded IXCs from leasing unbundled switching (and other
unbundled network elements) from ILECs for the provision of exchange access only. The effect of this rule
lapsed on June 30, 1997. Since that date, IXCs have been free in principle to lease switching and other network
elements from ILECs (through IXC-affiliated CLECs) and to use those facilities for exchange access, with or
without any local facilities being provided by the IXCs themselves. On August 18, 1997, the FCC issued an
order clarifying that CLECs would be permitted to lease access to ILEC switches and interoffice circuits on a
per-minute basis. Subsequent court decisions, however, have made it difficult for IXCs to avoid payment of
access charges merely by combining unbundled network elements through affiliated CLECs. The July 18. 1997,
Court of Appeals Order vacated an FCC rule directing ILECs to recombine unbundled network elements when
asked to do so by requesting CLECs. On October 14, 1997, the Eighth Circuit further ruled that CLECs may not
direct ILECs to' refrain from disconnecting unbundled network elements from each other. As a consequence.
CLECs must either combine the elements themselves or purchase entire retail services at the applicable wholesale
discounts if they wish to offer local services to their customers. These decisions make it more difficult for IXCs
to use affiliated. non-facilities-based CLECs as vehicles for obtaining discounted network elements, and improve
the competitive position of facilities-based CLECs like TCG.

ILEC Provision of InterLATA Services. The 1996 Act requires the Bell Operating Companies (Ameritech,
Bell Atlantic, BellSouth, SBC Communications and U S WEST) to satisfy certain conditions and obtain FCC
approval before they are permitted to provide long distance services in their local telephone service areas. On
June 27, 1997. in its first decision on an application by an ILEC for permission to provide long distance services,
the FCC found that the ILEC (SBC Communications) had not satisfied the statutory requirements, and it denied
SBC's application to offer long distance in Oklahoma. SBC has appealed the denial of its application. The FCC
rejected a similar petition by Ameritech for Michigan on August 19, 1997, on the grounds that the technical
quality of services that it provides to competitors is inadequate and its systems for receiving and responding to
requests for service from competitors requires substantial improvement. Ameritech has appealed the rejection of
its petition. On September 30, 1997. BellSouth filed an application with the FCC for permission to provide long
distance service in South Carolina. The FCC on December 24. 1997, denied the application. and BellSouth has
appealed the FCC's ruling. On November 6. 1997. BellSouth filed an application with the FCC for authority to
offer long distance services in Louisiana. On February 4. 1998. the FCC denied BellSouth' s application.

On December 31. 1997. a federal judge in Texas held that statutory restrictions on the Bell Operating
Companies' ("BOCs") provision of long distance and manufacturing services are an unconstitutional bill of
attamder because the restrictions target the sacs without imposing similar restrictions on other similarly situated
companies. The decision has been appealed to a federal court of appeals. If upheld. this ruling could provide
SOCs with a basis for arguing that they should immediately be allowed to provide interLATA communications
,er.'lces and engage in manufacturing. However. any provision of long distance service by BOCs would remain
,ubject to review and authorization by state commissions and the FCC. which might impose conditions or
requirements that could require or encourage BOCs to open their networks to local competition. Additionally. if
the District Court decision is upheld. it is possible that the United States Department of Justice or the U.S.
Dlstnc[ Court formerly charged with the administration of the Modified Final Judgment might take actions in
response thereto.

Access Charge Reform. On December 24. 1996. the FCC adopted certain changes and proposed other
changes m the interstate access charge system. The FCC relaxed certain restrictions on ILECs' ability to lower
access pnces and relaxed the regulation of new switched access services in those markets where there are other
providers of access services. The FCC also proposed rules to reform the interstate access charge rate structure,
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services. TCG has not decided whether to withdraw its FCC tariffs. On the same day. the FCC initiated a further
inquiry to detennine whether to require that competitive local exchange carriers like TCG withdraw their tariffs.
While TCG cannot predict what decision the FCC will reach in this further inquiry, were the FCC to require the
withdrawal of TCG's tariffs and replacement of those tariffs with contractual arrangements. TCG could incur

substantial legal and administrative expense.

Under the 1996 Act, all local exchange carriers, including TCG, must interconnect with other carriers, make
their services available for resale by other carriers, provide non-discriminatory access to rights of way. offer
reciprocal compensation for termination of traffic and provide dialing parity and telephone number portability.
TCG, ILECs. other CLECs and long distance carriers, will also be required to contribute some portion of their
gross revenues (subject to adjustments) to the support of universal service programs under the FCC's rules
implementing the universal service provisions of the 1996 Act, which were adopted on May 7, 1997. This order
is the subject of appeals pending before the U.S. Court of Appeals for the Fifth Circuit. For the first quarter of
1998, the federal universal service surcharge will be 0.72 percent of all revenues and 3.19 percent of interstate
and international revenues for all carriers with interstate revenues. State universal service proceedings are at
various stages of implementation. but it is likely that both federal and state contribution requirements will
increase substantially in 1999. TCG may also be eligible to receive funds from universal service programs if
TCG provides services to schools and libraries. Several parties have sought judicial review of the FCC's
universal service rules. In addition, tile 1996 Act allows states to adopt universal service rules. so long as they
are not inconsistent with the federal program.

Interconnection/Access Arrangements. Under the 1996 Act. ILECs are required to negotiate with TCG to
provide for interconnection to the ILEC network. In the event that an interconnection agreement cannot be
negotiated the 1996 Act provides for mandatory arbitration before state public utility commissions ("State
PUCs"). TCG was able to reach negotiated agreements with NYNEX (now owned by Bell Atlantic) for New
York, with Pacific Telesis (now owned by SBC Communications) for California and with BellSouth for its entire
region. TCG was required to seek arbitration with ILECs to obtain interconnection agreements in other states
where TCG operates. TCG has concluded its initial set of arbitrations and its interconnection agreements are
either final or nearing final regulatory approval. However, some ILECs are seeking judicial review of the
arbitrated decisions and certain of TCG's final interconnection agreements are subject to appeal to federal and
state courts as permitted by the 1996 Act. In particular, TCG' s state-arbitrated agreements with U S WEST in
Arizona, Colorado, Oregon and Washington State have been appealed by U S WEST. On January 7. 1998, the
LIS. District Court in WaShington granted TCG' s motion and dismissed the U S WEST appeal. The appeals in
Arizona, Oregon and Colorado are continuing. TCG' s appeal of its Wisconsin arbitration decision was dismissed
on October 15. 1997. An additional arbitration appeal brought by SBC Communications is continuing in Texas.
In none of these appeals have any preliminary Injunctions been sought or granted. and accordingly the
mterconnection agreements remain valid and in effect in each jurisdiction.

On August 8. 1996. the FCC released both a FIrst Report and Order and a Second Report and Order and a
Memorandum Opinion and Order lcollecllvely. the "Interconnection Orders"). The Interconnection Orders
established a framework of minimum national standards and procedures to enable State PUCs and the FCC to
begin implementing many of the local competition prmlslons of the 1996 Act. On September 27. 1996, the FCC
issued an Order on Reconsideration of the First Report and Order. in which it added a non-usage-sensitive charge
to the rate for unbundled switchmg and clarified that. as a practical matter, an interexchange carrier (. 'IXC")
could not lease unbundled switching for the provision of exchange access service only until JUly 1. 1997. The
new rules were scheduled to become effective on September 30. 1996. On October 15, 1996. however. the U.S.
Court of Appeals for the Eighth Circuit issued a stay of certam provisions of the rules pending its resolution of
numerous petitions for review filed by ILECs and others Specifically. the Court stayed the FCC's pricing rules
and ItS "pIck and choose" rule. which would have allowed CLECs to receive the benefit of the most favorable
provisions contained in an ILEC s agreements with other carriers. On July 18. 1997. the Court of Appeals held
that the pricing rules and the "pick and choose" rule exceeded the FCC s authority and were inconsistent with
the terms of the 1996 Act. The Court of Appeals also mvalidated the FCC's rule requiring that interconnection
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City, Missouri/Overland Park, Kansas metropolitan area. The purchase price is approximately $55 million in cash
and rCG will be required to assume certain obligations of the seller. Consummation of the purchase of the assets
of Kansas City Fiber Network, L.P. is subject to the receipt of required regulatory approvals and other related
consents. Accordingly, there can be no assurance that the purchase of the assets of Kansas City Fiber Network,
L.P. will be successfully consummated or, if successfully completed, when it might be completed.

TCI Subordinated Note. In December 1997, rCG repaid at a discounted value of approximately $25.1
million the rCI subordinated note (the "TCI Subordinated Note"), in the original principal amount of $26
million, that it had issued to TCI in the TCG Reorganization.

1997 Equity Offering. On November 13, 1997. TCG consummated a public offering of 17.250,000 shares
ofTCG Class A Common Stock (the "1997 Equity Offering"). Of the 17,250,000 shares, 7,304,408 shares were
offered by TCG (realizing net proceeds of approximately $317.4 million to the Company) and 9,945,592 shares
were offered by Continental Holding Company, a Massachusetts business trust, the shares of which are owned
by Continental, which is wholly owned by U S WEST, Inc. Continental acquired its interest in rCG in May
1993. As a result of the consummation of the 1997 Equity Offering, Continental does not hold any shares of
TCG Common Stock.

BizTel Communications, Inc. On October 29, 1997. TCG acquired the remaining 50.1% equity interest in
BizTel Communications. Inc. ("BizTer ') not owned by TCG in exchange for the issuance of 1.667,631 shares
of TCG Class A Common Stock (with cash paid in lieu of any fractional shares). TCG had previously acquired a
49.9% interest in BizTel in February 1996. BizTel holds FCC licenses to provide telecommunications services
utilizing 38 GHz digital milliwave transmission in over 200 geographic areas, which include more than 95 of the
100 largest metropolitan markets and all markets where TCG operates. BizTel's 38 GHz milliwave services can
be used by TCG to economically connect customers to TCG's fiber optic networks, to provide network
redundancy. diverse routing or quick temporary installations and to provide stand-alone facilities where TCG
does not have fiber optic networks.

Eastern TeleLogic Corporation. Effective as of March I, 1997, TCG completed its acquisition of Eastern
TeleLogic Corporation ("ETC") for 2,757.083 shares ofTCG Class A Common Stock. TCG also assumed $52.6
million in ETC debt and loaned $115 million to ETC, the proceeds of which were used by ETC to redeem the
stock held by certain minority shareholders. The acquisition of ETC provides TCG with access to the
Philadelphia market. the nation's fifth largest market. and allows TCG to establish a contiguous network between
Boston and Washington. D.C. ETC operates a Class 5 digital telephone switch on its 525-mile fiber optic network
which connects to more than 360 buildings. After the acquisition, the name of ETC was changed to TCG
Delaware Valley. Inc.

CERFner Sen·ices. file. On February 4. J997. TCG acquired from General Atomic Technologies
Corporation and General Atomics all the outstanding capital stock of CERFnet Services, Inc. ("CERFnet"). a
leading regional provider of Internet-related senice, lu bU"lnesses. including dial-up and dedicated Internet
access. World Wide Web hosting. and colocation senlce, and Internet training. TCG issued to General Atomics,
CERFnet's former controlling stockholder. 2.100.()()() share, of TCG Class A Common Stock and granted to
General Atomics and certain of its stockholder, cenal n reg"tratlon rights with respect to such shares. After the
acquisition. the name of CERFnet was changed to TCG CERFnet. Inc.

REGULATORY AND GOVERNMENTAL MATTERS

Illlroducrion. TCG is subject to federal and state regubtion. In most states. TCG is subject to certification
and tariff filing requirements with respect to intrastate services. TCG is permitted to file tariffs for interstate
access service, with the Federal Communications Commission (. 'FCC'), although such tariff requirements are
generally less onerous than those imposed on ILECs which offer similar services. On June 19. 1997, the FCC
adopted an Order that permits CLECs like TCG to voluntarily withdraw their FCC tariffs for most interstate
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